Toxeble ippome of indlvidusls has
grown much faster ther the OBE
personal Income measure dver the poat
two decades, bot ihe differential was
not due i the feet that personal income
differs gonceptually from the [oeome
subject to Federnl tex, Thie artice
outlines the relutiomehbip hetwaen the
two magnitndes and Indicates the
factora aceovmbipg for the difference
in growth rates,

P ERSONAL income is celeulated by
the Office of Business Economics as »
mensure of the current income received
by persons from all sourees. In this
context, “‘persons” are defined to ton-
sish not only of individusls but also
nonprofit institutions snd private trust
ond welfare funds. In addition o in-
colmes arising from production, the
estimate of personal income includes
transfers from government and busi-
ness; it olso includes substantiol
amounts of imputed income in addition
te that received in meney form.
Personal income is not & measure of
the income subject to the Federal per-
sonpl income tax, becouss i¢ includes
some inceme not subject to the tax—
such as most transiers and tha incoms
of nonprofit institutions—and excludes
some items that ore subject to taxo-
tion—such ns realized ocapital gains,
Adjustment of perscnal income for
thess and other eonceptual differences
Yields an estimnte of the total adjusted
grosa incorne (AGT} of taxable and non-
taxable individuals. Thai estimate of
total AGI differs from texable Ingome
83 gompiled by the Internil Revenus
Bervice from individuals' tax returns,

By JOHN A. GORMAN

The Relationship Between Personal Income

The difference consists of dedugtions,
exempiions, the AGT reportad on non-
taxable retume, and the astimated
amount of unreported taxable and non-
taxehble AGI. This article presents
ponual data, for the period 1947-68,
showing the relztionship belwean the
OBE pearsens! incomie estimate and
toxable income, that is, the figure to
which the tox rate structure is applied
in determining personal income tox
Yinkility. The zelutionship is truced in
table 1.}

Faster growth of taxable income
Lines 2 and 3 of table 1 summarize
the voricus subiractions from and ad-
ditions to the OBE estimats of per-
sonel insome that oare necessary to
arrive at an ineome meazure conesptu-
olly equivalent to “adjusted gross in-
come” na defined for purposes of
Federal inecome taxation. These items
are discussed in more detail ot the end
of this article. After the various sub-
tractions aned ndditions are mode, the
resulting megnitude (line 8} iz tha OBE
pstimnte of adjusted prose income of
ull individusls, both taxable and non-
taxable.
" Tha OBE esiimate of total AGI
shows o prowth pnth over time very
similar to that of perzonal income.
Thus, clthoogh individuals' toxable
income rese at o significantly foster

I. Tho dnks in kablo | exlend forward and make semo
sy plaboiad ki the series poblivbad 1o Wik 7, Wokdor!, “*Tho
Reaponsirencss of Fedorol Peronal Incomo Tased o Ineine
Chanm,'" Brw¥Ey 0 CURNENT Bvmkes, Dooomber 1067,
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1t parsoriel Topoms s coel0ded Moni sdjssd s inrarme;
(b wloedad ok tre In Wees 2(b} and S} of tabilo 1.

and Taxable Income

rate than personal inoome in the period
1947-§8, that divergence wea basically
rot due to the conceptual difference
betwoen personpl income and AGL
Rather, it wes principally due to the
slow growth in texable individuals'
exemptions and in nontexable and
noareporiod incomes which more than
offset the r1opid prowth in taxaeble
individunls’ deductions. Thus, sn ever
inereasing share of estimated total
AGI—and of personal income—flowed
through into reported toxable income.
In 1968, the ratio of perzomal to
taxable income was &1 percent, up
from 59% percent in 1947.

Ropid growth of deductions

Aggregate deductions of taxable in-
dividuals grew laster then AGI
throughsut the 1947-62 period, Before
1063, the increase in deductions wos
lorgely due to o very fast nse in
itemized deductions. The growth rate
of itemized daductions slowed in tha
mors recent period, but still sub-
stnntislly cxiceeded the growth rate
of the amount claimed under tha
standord deduction. This wes a0, oven
though standard deductions recsived
e marked baost in 1884 by the intro-
duction by the Revenue Act of 1984
of the minimum stondsrd deduetion
selewlation, which induced a significant
number of taxpayers to forgo itemizing.

Exemptions grono slowly

In contrast to deduetions, the growth
of agprepate persenal exsmptions was

quite slow. From 1848 onward, the

personal exemption was stable at $600.
Thus, prowth of the apgregate waz
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largely limited by the growth of the
population eligible for the exemption.
In the past decade, the effect of a
marked slowing in births has been only
partly offset by an accelerated rise in
the number of persons aged 65 or over
and thus eligible for an additional
exemption. Over the next few years,
however, [aster growth of aggregate
exemptions can be expected as a result
of the Tax Reform Act of 1069, which
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provides for increasing the personal
exemption to $750 by 1973.

Nontaxable and nonreported income

The exemptions and deductions of
taxable individuals account for the
difference between taxable income (Hne
11, table 1) and the AGI of taxable
individuals as compiled by IRS (line
8). The latter measure differs from the
OBE estimate of total AGI of all indi-
viduals (line 5) by the amount of
reported but nontaxable AGIL plus the
estimated amount of nonreported AGI,
These magnitudes are shown on lines
6 and 7 of table 1.

As u result of the growth of money
incomes—reflecting both real growth
and inflation—there was little net
expansion from 1847 to 1968 in the
aggrepate amount of AGI reported on
nontaxable returns (i.e., returns show-
ing AGI equaled or exceeded by ex-
emptions, deduetions, andfor fax
credits). Consequently, reported but
nontaxable AGI dropped from 814
percent of OBE’s estimate of total
AGI in 1947 to only 23{ percent in
1968.

The amount of nonreported income,
as estimated by OBE, grow very slowly
over the two decades, and its share in
estimated total AGL also deelined—
from 1234 percent in 1947 to 7lg per-
cent in 1968, Because of various im-
perfections in the data and the esti-
mating techniques, the estimate of
nonreported income should not be used
as the indicator of noncomplianece.

May 1970

One source of possible error in the
estimates is the OBE measure of per-
sonal income, which 18 of course itself
giubject to error. Another factor, which
tends to inflate the estimate of non-
reported AGI, is that the estimate in-
tludes some incomes that were not re-
ported because they were received by
persons with incomes below the filing
requirement. Another consideration is
that the data presented in this article
are based in part on tax returns as filed,
and thus reflect not only nonreporting
but also errors and differences of opinion
which are subsequently rectified
through the auditing and appellate
procedures provided by law, While no
precise measure is available of the
amounts involved, it is probable that
final data would show a smaller degree
of noncompliance than that suggested
by the estimates of nonreported income
presented here,

On the other hand, it was necessary
in diriving OBE's estimate of total
AGI to use tax-return data for the
items (such as the taxable portions of
capital gains and taxable pensions) in-
cluded in AGI but not in personal in-
come. This procedure, which was neces-
sary in the absence of independent data,
involves the implicit assumption that
all such incomes are reported; it thus
presumably puts a downward bias on
the estimates of ponreported income
and of the ratio of nonreported income
to total AGL

Conceptual Differences Between Personal
Income and Adjusted Gross Income

Subtractions from personal income

Line 2 of table 1 shows the estimated
amount of personal income that is
gither mot taxable or taxable on a
different accounting basis than that
used in recording personal income.
Transfer payments are the largest of
the items included in personal income
but excluded from adjusted gross in-

come. The excluded amount comprises
all types of trapsfers except military
retirement pay, Most of the personal in-
come component called “other labor
income" is also excluded from adjusted
gross income. The excluded amount
consists largely of employer contribu-
tions to private pension and welfare
funds and compensation for injuries.
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The imputed incomes deducted from
personal income include woges peid in
kind, tha rentn] value of owner-ceoupied
hoosing, food end fuel produced and
poraumed on farms, and the value of
ingerest immputed to depesitors in finsn-
cial intermediaries, holders of lile insur-
snce polisies, and participonts in non-
jnsured pension funds.

Tha other items subtracied from
personal incomne include income not
received by individuals, income ex-
cluded by law from AGYT, and allow-
ances for differences between the way
incomes are roported in personal and
in odjusted gross income. Personal
meome nob received by individuals
comprises income retained by fdu-
ciories, that ia, not distributed to bene-
ficiaries, and property incomes received

SURVEY OF CURRENT BUSINESS

by nonprofit institutions serving house-
holds. In 1988, thean items hod psti-
mated values of about $3% billion and
more than $13 billion, respactivaly.
Tha items included in persensl in-
come buk legally excludoble {rom AGI
are sz lollows, with thair amountz in
1968 : excluded sick pay, business ax-
penses, moving expenses, nnd contr-
butions to sel-employad retirement
plans, $5% billion: tox-exempt military
pay oand allowances, $3% billion; ex-
¢luded dividends, 31 billion ; tax-exempt
interest,  $1 billion; ond tex-exempt
dividend distributions, $% billion. The
accounting diffarences between per-
sonal ingome and adjusted gross income
involve the trentment of sueh itemns ns
depreciation on tenant-oecupisd resi-
dontial propertics and farms; gains on
the sala of livestoelk, timbar, and certoin
renl estate developments; savings hond
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intarest; depletion charges on minernl
production; and othar items.

Additions to personal incormte

Of the tiems included in A GI but not
sounted in personal incoms, the Fastest
growth rate wes shown hy personal
contribotions for sociel insurance. The
sharp rise in these eontributions re-
fBected increnses in the eontribution
rofe, inerasses in the maximum ineoms
level subjaet to contribution, and exten-
sion of tha soeinl security system io
broader closses of workera. The other
ltems not epunted in personal income
but included in AGI ineluds realized
capitsl pains, the taxable portion of
onnuities and pensions, and 2 host of
miscellanecus items such as prizes,
nwards, gembling winnings, and so
forth.

Tabhle L=Reconcilintton Betwesn Pernonal Income and Taxoble Inenme, FMT-68
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